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STATEMENT BY SENATOR KENNEDY ON NEW REPORT ON SOARING HEALTH
CARE COSTS

WASHINGTON, DC - Today, Senator Edward M. Kennedy released the following statement on a
new report on the rising costs of health care:

"Today's report shows that health care costs are out of control, but all the Bush Administration has to
offer are gimmicks that make working families pay more for the health care they need, and do nothing
to help with the soaring cost of health care. The best way to bring the cost of healthcare down is to
offer my plan of Medicare for All which would save billions while giving quality healthcare to every
American."

Report below:

Health Spending Projections

Through 2015: Changes On The Horizon

Stable trends through 2015 likely mask important changes to the U.S. health care system across
payers and types of care.

By Christine Borger, Sheila Smith, Christopher Truffer, Sean Keehan,

Andrea Sisko, John Poisal, and M. Kent Clemens

ABSTRACT:

Growth in national health spending is projected to slow in 2005 to 7.4 percent, from a peak of
9.1 percent in 2002. Private health insurance premiums are projected to slow to 6.6 percent in
2005, with a rebound expected in 2007. The introduction of Medicare Part D drug coverage in
2006 produces a dramatic shift in spending across payers but has little net effect on aggregate
spending growth. Health spending is expected to consistently outpace gross domestic product

(GDP) over the coming decade, accounting for 20 percent of GDP by 2015. [Health Affairs 25

(2006): wb1-w73 (published online 22 February 2006; 10.1377/hlthaff.25.w61)]

This year’s outlook for national health spending calls for growth to average 7.2 percent over the
coming decade—2.1 percentage points faster than projected average annual growth in gross domestic
product (GDP) over the same interval. At this aggregate level, this year’s projection does not differ
notably from last year’s projection, despite substantive revisions to historical data and the use of a new
model for private personal health care spending.1
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#1> The lack of change in the
aggregate conceals the fact that there are substantial differences in the projection in various sectors,
particularly prescription drugs and hospitals.

In 2005 national health spending growth is expected to decelerate to 7.4 percent from 7.9 percent in
2004 (Exhibits 1
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06 E
x1.gif> and 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06 E
x2.gif>).2 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#2> This is the third




consecutive year of slowing spending growth since 2002. Underlying the projected 2005 slowdown is
a projected dip in personal health care spending growth resulting from an anticipated slowdown in
medical price inflation (personal health care deflator, Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.qif>). We project that personal health care spending will edge down slightly in 2005 and 2006 and
then will slow to 7.0 percent in 2007 as legislated Medicare payment adjustments are implemented.
Projected growth rebounds immediately to 7.5 percent in 2008, and then gradually decelerates for the
remainder of the forecast, as health spending reacts to a slowdown in income. Despite the cyclical
nature of the projection, national health spending growth is forecast to outpace GDP growth each year
during the next decade, causing health’s share of GDP to rise from 16 percent in 2004 to 20 percent in
2015 (Exhibit 3
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x3.gif>).3 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#3>
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The anticipated slowdown in medical care price growth is expected to be transitory; we expect
medical price inflation to rebound slightly to 3.8 percent in 2006. Our outlook for medical inflation for
the remainder of the projection period includes sustained growth that averages 3.8 percent per year
between 2007 and 2015. The trend over the past three years is mixed following unusually slow growth
in the mid-1990s and rapid acceleration during 1998-2001. This pattern tracks closely with measures
of health-sector input prices, with a lag of one to two years.



Projected to be 8.0 percent in 2005, growth in public spending on personal health care is expected to
continue to outpace growth in private spending.4
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#4> The 2005 growth rate
reflects the effects of the Medicare Prescription Drug, Improvement, and Modernization Act (MMA)
of 2003 that are distinct from the addition of Medicare drug coverage (Part D).5
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#5> The introduction of Part D
in 2006 causes the growth rate of public personal health care spending to jump to 11.8 percent,
because Part D is anticipated to primarily represent a shift of spending to the public sector.6
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#6> In 2007, projected public
personal health care spending growth is expected to be slightly below trend at 6.5 percent. From 2008
to 2011, growth rates average 7.2 percent. In the last four years of the forecast, growth averages 7.8
percent, driven primarily by the expiration of legislated Medicare payment cuts to physicians.

Growth in personal health care spending from private sources is expected to slow from 7.5 percent in
2004 to 7.2 percent in 2005, driven by the anticipated slowdown in medical price inflation. Projected
growth falls to 3.9 percent in 2006 because of a shift in the source of payments for prescription drugs
with the start of Part D. Excluding the effects of Part D, projected private growth would have edged
upward slightly in 2006, reflecting increased rates for growth in both utilization and medical price
inflation (Exhibit 4
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x4.qif>). Private personal health care spending growth is projected to accelerate between 2006 and
2008—peaking at 7.7 percent—and then decelerate for the rest of the period, ending at 6.0 percent in
2015. From 2007 onward, the cyclical pattern is driven by the projection for real per capita spending
(volume and intensity of services), which slows in lagged response to changes in real income.
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Hospital spending growth is expected to exceed growth in personal health care spending in 2005, just
as it did in 2004 (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.gif>). This year’s projection is noticeably higher than last year’s, reflecting an upward revision to
anticipated growth in use. As a result, hospital spending is now expected to roughly keep pace with
personal health care spending over the coming decade. On the other hand, our outlook for prescription
drug spending growth is noticeably lower than last year’s, because we revised downward our
projection for growth in use. The net effect is that the hospital share of total health spending is flat,
instead of declining as it did in last year’s projection, and drugs’ share rises just one percentage point
instead of almost four percentage points.

Noteworthy changes for both payers and providers may lie within the coming decade as our health
care system responds to building pressure from such forces as the onset of Medicare Part D, the aging
of our society, and the expensive (and unpredictable) nature of new technologies. With national health
spending growth in excess of GDP growth each year over the next decade, these changes could force
payers and providers to reexamine fundamental questions regarding the delivery and financing of
health care services.



Factors Contributing To Growth

Demand side. Projections for aggregate national health spending reflect a range of underlying
assumptions for factors influencing supply and demand. Demographic shifts, declining insurance
coverage, and changes in the nature of insurance (such as the rise of health savings accounts, or
HSAs) are some demand-side factors influencing this year’s projected pattern of growth in health
spending. Population aging accounts for a small but rising share during the next ten years: 0.4
percentage points of growth in 2004 and 0.6 percentage points in 2015. As the leading edge of the
baby-boom generation becomes eligible for Medicare, the population over age sixty-five becomes
proportionately younger, subtracting from growth in Medicare per beneficiary spending.

Changes in the structure of private insurance coverage are in early stages of implementation (for
example, HSAs and the proliferation of disease management programs). However, the net impact on
cost containment is likely to be far smaller than that seen from the massive shift toward managed care
during the mid-1990s. Therefore, growth in medical spending is projected to continue at rates well
above the lows of the mid-1990s.

Supply side. On the supply side, growth in input prices is expected to average below the peak of 2001,
but somewhat higher than rates seen during the previous decade. In addition, we expect a gradual
increase in the rate of medical price inflation relative to input price inflation following several years
(1997-2004) when output prices generally grew at rates below input prices. This expectation is
informed by the assumption that most of the recent reversal in the input-output price pattern is
attributable to one-time improvements in efficiency.

The diffusion of new medical innovation is assumed to continue to drive spending upward. We expect
that this factor will be tempered by continuing attempts to increase efficiency in the application of
new technologies and to target them more appropriately to the populations most likely to benefit, as
information is gathered and applied more quickly.

Model And Assumptions

The national health spending projections are generated within a “current law” framework that
incorporates actuarial, econometric, and judgmental inputs. Medicare projections are primarily based
on the 2005 Medicare Trustees’ report; Medicaid spending projections are consistent with the report’s
assumptions.7 <http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#7> For
prescription drugs, we incorporated the latest cost estimates and assumptions that appear in the
president’s fiscal year 2007 budget.8
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#8> The projections for both
private and public spending use the economic and demographic assumptions from the 2005 Medicare
Trustees’ report, updated to reflect the latest historical data.9
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#9>

Each year we review our econometric models.10
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#10> To produce this year’s
report, we revised our model for real per capita personal health care spending. The new model
includes a constant term that is intended to capture the exogenous contribution of medical innovation
and other nonspecified factors to growth. (The constant contributes 1.2 percentage points to growth in
real per capita private personal health care spending over the projection period.) Coefficients on
income and prices were affected by the model change: The model is less responsive to fluctuations in
income and more sensitive to relative medical price inflation.

Forecasting is contingent on assumptions about macroeconomic conditions and their relationship to
health care spending; thus, our projections are always subject to much uncertainty. The uncertainty



associated with this set of projections is even greater because we have no historical experience with
Part D.

Spending Outlook

Medicare. Total Medicare spending growth is expected to slow slightly in 2005 (Exhibit 5
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x5.gif> ). Medicare hospital and physician spending growth rates are projected to be 8.5 percent and
8.3 percent, respectively, in 2005. Medicare spending growth is expected to spike to 25.2 percent in
2006, as the Part D benefit is implemented. Total Medicare spending growth is projected to slow again
to 5.4 percent in 2007 because of adjustments to managed care payments but is expected to resume
increasing thereafter, averaging about 7.5 percent between 2008 and 2015.
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The pattern of Medicare spending growth for physician services is largely dictated by the Sustainable
Growth Rate (SGR) system, which determines the payment updates for the physician fee schedule.
The SGR requires that future physician payment updates be adjusted for past actual physician
spending relative to a target spending level. In the absence of MMA, the SGR would have led to large
negative physician updates in 2004 and 2005. However, MMA established minimum updates of 1.5
percent in 2004 and 2005, but it did not alter the target spending levels. Therefore, our projection
includes payment cuts for physicians beginning in 2006 and extending through 2013, when legislated
cuts expire and payment updates are increased, which causes total Medicare spending to accelerate.
Although we view these projected reductions as unlikely to occur before changes in legislation
intervene, our Medicare projections are made on a current law basis, so we do not assume a legislative
change to the physician payment system. As a result, our Medicare physician spending projections are
likely understated.

In 2004 and 2005, MMA increased payments to managed care plans. Beginning in 2006, our
projection includes the assumption of a shift in enrollment from traditional fee-for-service (FFS) to
managed care plans. To be consistent with assumptions in the Medicare Trustees’ report, about 32
percent of Medicare enrollees are projected to be in managed care plans by 2015, compared with 12
percent in 2004.11 <http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#11> In 2007,
Medicare managed care plan payments are expected to be reduced because of revisions to risk
adjusters. The adjustments are expected to be approximately —7 percent. Consequently, the pattern of
projected Medicare spending growth includes a noticeable dip in 2007, which is clearly visible across
several sectors. Medicare spending growth is expected to trend back upward, rising to 8.8 percent by
2015.

Medicaid. We project that combined state and federal Medicaid spending growth in 2005 will slow for
the fourth consecutive year to 7.7 percent. Growth in Medicaid real per enrollee spending (volume and
intensity of services) is projected to increase from 1.0 percent in 2004 to 2.8 percent in 2005.
Enrollment growth is expected to decelerate, falling to 2.1 percent in 2005 from 4.2 percent in 2004.
This slowdown is primarily attributable to improving economic conditions. Nonetheless, states still



face budget troubles as Medicaid continues to grow. The temporary enhanced federal matching rate,
part of the Jobs and Growth Tax Reconciliation Act of 2003, ended in June 2004, and this is expected
to exacerbate states’ fiscal constraints. Because of the changes in matching rates, the 2005 state
Medicaid spending growth rate is projected to be greater than its federal counterpart.

Ongoing budget constraints continue to pressure both the state and federal governments to seek a
variety of cost containment measures. Every state is pursuing at least one such measure for either 2005
or 2006, and many are seeking more than one. The most popular of the states’ strategies are focused
on prescription drug costs, freezing or reducing provider payment rates, and new restrictions on
benefits or enrollment.12 <http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#12>
The federal government is also pursuing strategies to control Medicaid spending growth. In 2005 a
bipartisan commission on Medicaid reform formed by Congress and the secretary of health and human
services (HHS) recommended proposals designed to save $11 billion in federal Medicaid spending
over the next five years.13 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#13>
The proposals generally targeted savings on drug spending and long-term care.

With the implementation of the Medicare Part D benefit in 2006, we expect that Medicaid drug
spending will decrease, as drug spending for those who are eligible for both Medicaid and Medicare
will shift from Medicaid to Medicare Part D. We anticipate an increase in Medicaid enrollment in
2006, as Part D enrollment efforts will likely reveal that some Medicare beneficiaries are also eligible
for Medicaid; however, we expect that the assumed decrease in drug spending will dominate the
overall Medicaid trend, with combined state and federal Medicaid spending growing only 1.5 percent
in that year.14 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#14> Beginning
in 2007, Medicaid spending growth is projected to rebound to 8.5 percent and average 8.6 percent per
year until 2015, with state and federal rates at fairly similar levels.

Government public health. We project that government public health spending growth will accelerate
in 2005 to 10.5 percent, compared with 4.0 percent in 2004 (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.gif>). This acceleration is primarily the result of additional funding associated with the public
health response to Hurricanes Katrina and Rita. Federal public health spending is projected to increase
24.3 percent to $11.3 billion in 2005, compared with 5.7 percent in 2004. Increased funding for
disaster relief for the U.S. Centers for Disease Control and Prevention (CDC) is the primary cause of
this acceleration.15 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#15> State
and local public health spending is expected to rise 7.9 percent in 2005, well above the 2004 growth
rate of 3.7 percent.

Between 2006 and 2015, growth in government public health spending is projected to average 7.8
percent per year. In addition to disaster response, a sizable portion of this spending will be allocated to
improvements in the U.S. public health system, including protections against bioterrorism. Also, the
CDC budget is expected to be increased in an effort to prevent the spread of viruses such as the avian
flu.16 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#16> Despite strong
growth, though, government public health spending’s share of national health spending is projected to
rise only slightly, from 3.0 percent in 2004 to 3.2 percent in 2015.

Private health insurance. Private health insurance premiums are expected to grow 6.8 percent in 2005,
down from 8.4 percent in 2004. This is the third consecutive year in which premium growth will have
slowed since its most recent peak of 11.5 percent in 2002. Private health insurance has historically
exhibited a cyclical pattern (the underwriting cycle), where growth in premiums first undershoots and
then overshoots growth in the underlying medical spending trend.17
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#17> We expect a trough in the
underwriting cycle in 2005, with growth in premiums per enrollee falling below growth in medical
benefit spending per enrollee.




The 4.7-percentage-point slowdown in premium growth since 2002 is attributable to two factors, each
of which accounts for about half of the cumulative deceleration. The first is the underwriting cycle.
The second is slower growth in projected medical benefits per enrollee: Growth fell from 9.8 percent
in 2002 to an estimated 7.4 percent in 2005. While medical price inflation edged downward over this
period as input prices eased, the primary factor accounting for the slowdown was a deceleration in
use. This reflects the sharp slowdown in drug usage, the reimposition of some elements of utilization
management, the impact of rising copayments and deductibles on consumer demand, and the
expectation of an increase in the uninsured population.18
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#18>

With the implementation of Medicare Part D, 2006 is an anomalous year. Part D breaks the underlying
trends, causing both premium and benefit growth to fall to approximately 5.0 percent. The slowdown
in projected benefit growth is expected to be reversed in 2007 as utilization accelerates. A projected
upturn in the underwriting cycle in 2007 will compound the forces pushing premium growth upward,
peaking at 8.3 percent in 2009. Tighter labor markets in 2004 led to a slight rise in private insurance
coverage; however, we anticipate continued attrition in coverage rates throughout our projection
period.

Out-of-pocket spending. Growth in out-of-pocket payments is expected to remain virtually unchanged
at 5.6 percent in 2005 as overall private spending growth slows (Exhibit 5
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x5.gif>). The rate of growth is expected to decrease sharply in 2006 with the advent of Part D.
Throughout the period, growth in out-of-pocket payments is projected to remain below growth in
private health insurance spending.

Rising out-of-pocket costs have received a great deal of attention. However, looking back over the
past ten years, out-of-pocket spending increased faster than total private spending only between 1997
and 1998. Although the rate of increase in out-of-pocket payments might not quite match that of
private premiums, it has been noticeable to consumers, who have historically been sheltered from
much of the bite of rising health costs by a continuous decline in the out-of-pocket share of spending.
During the coming decade, we expect that growth in out-of-pocket spending will continue to converge
toward growth in overall private spending; nonetheless, the out-of-pocket share of personal health care
spending is projected to decline from 15.1 percent in 2004 to 12.6 percent by 2015.19
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#19>

HSAs and similar types of consumer-directed health plans continue to grow rapidly, but from a very
small base, accounting for just 1 percent of all covered employees in 2005.20
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#20> Despite their relatively
small scale, HSAs are beginning to have an effect on health insurance plan characteristics, with a
range of large insurers launching efforts to provide greater transparency in the pricing of medical
services.21 <http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#21> The goal of
these new plans is to institute greater consumer awareness of the cost of various health care
services.22 <http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#22>

Spending Outlook, By Sector

Hospitals. Total hospital spending growth is projected to be 7.9 percent in 2005, more than 1.5
percentage points higher than GDP growth (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.gif>). On average, total hospital spending growth is expected to remain more than two percentage
points higher than GDP growth between 2006 and 2015.




Public- and private-sector spending trends are quite different. For private payers, hospital spending
growth is expected to slow from 9.6 percent in 2004 to 8.5 percent in 2005 because of a decline in
hospital price inflation. After 2005, the projection climbs to 9.0 percent in 2006 and averages 7.9
percent for the remainder of the period, reflecting a projected slowdown in utilization. For public
payers, hospital spending growth is expected to slow slightly from 7.9 percent in 2004 to 7.5 percent
in 2005 and to 6.4 in 2006. This downward trend reflects a projected slowdown in Medicaid spending
growth, as enrollment growth decelerates. Public hospital spending growth falls to 5.5 percent in 2007
because of legislated adjustments to Medicare managed care payments. After 2007, this growth
accelerates, rising to 6.8 percent by 2015.

This year’s projection for private real per capita hospital spending—a measure that captures volume
and intensity of services—is much higher than last year’s. It is expected to peak in 2006 at 4.1 percent
and is then expected to average 2.8 percent each year between 2007 and 2015. The change in outlook
reflects both revisions to the historical data and a new interpretation of the fundamentals underlying
the ongoing urban hospital construction boom.23
<http://content.healthaffairs.org/cqgi/content/full/hlthaff.25.w61/DC1#23> The latter years of the
forecast reflect gradually slowing growth rates, as we expect that efforts to place more of the financial
burden associated with the provision of hospital care on consumers will have a modest impact.
Despite the slowdown, private hospital spending as a share of private personal health care spending is
up four percentage points by the end of the projection period (33 percent in 2015, from 29 percent in
2004). Given the downturn in public spending growth, total hospital spending as a share of total
personal health care remains flat at 37 percent over the entire forecast period.

Prescription drugs. The slowdown in drug spending continued in 2004 with growth at 8.2 percent—
ten percentage points below the peak rate of growth in 1999 (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.gif>).24 <http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#24> This historical
estimate, along with data already received for 2005, has significantly changed the drug spending
outlook. Average annual spending growth for the projection period is anticipated to be 8.2 percent,
two percentage points below last year’s projection.25
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#25>

Despite our expectation of a mild acceleration in drug price growth in 2005, we project that the
spending slowdown will continue, with growth forecast at 8.0 percent for 2005. This deceleration is
driven by a slowdown in drug usage. Privately insured people are being subjected to further cost
sharing in the form of higher copayments; moreover, employers are increasingly using coinsurance
systems—in which the out-of-pocket share of the cost tends to rise faster than with copayments—to
moderate spending trends.26
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#26> Drug safety concerns likely
played a role in continuing the slower spending growth in 2005.

For 2006, we project that total prescription drug spending will grow 7.7 percent (Exhibit 6
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x6.gif> ). This projected growth rate is 0.4 percentage points below our forecast that excluded the
effects of Medicare Part D. Including Part D lowers the forecast for total drug spending because
discounts and rebates associated with the new program are larger than we had expected.27
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#27> The major effect of this
new benefit is still anticipated to be a shift in funding from private payers and Medicaid to Medicare:
The Medicare share is forecast to rise from 2 percent in 2005 to 27 percent in 2006. Absent Part D,
projected growth in drug prices would account for 3.8 percentage points of the overall 8.1 percent
growth in 2006. Including the Part D benefit, drug price growth accounts for just 1.5 percentage points
of the 7.7 percent growth rate forecast for 2006. Incorporating the effects of Part D lowers the growth
rate of total spending, because we expect that drug prices for many seniors will fall as they gain access




to discounted drug prices through private plans. These lower prices are nearly offset by higher
assumed drug usage among seniors who had limited or no drug coverage before 2006.

Exhibit 6.

View larger version

[in this window]
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06 E
x6.gif>

[in a new window]
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06 E

x6.gif>

Although the effect of Part D in 2006 is quite similar to our previous projection, we have the benefit
of an additional data source: information provided by insurers that have contracted with the Centers
for Medicare and Medicaid Services (CMS) to provide drug coverage to beneficiaries. Compared with
our previous projection, our assumption regarding the level of discounts and rebates in 2006 has
increased from 15 percent to 27 percent. Also, we have assumed that these discounts and rebates will
remain constant throughout the projection period. The effect on spending of assumed higher discounts
is greater than the effect of increased utilization, causing drug spending growth to decrease slightly
when the effects of Part D are incorporated.28
<http://content.healthaffairs.org/cqgi/content/full/hlthaff.25.w61/DC1#28> We anticipate that
Medicare drug coverage will not have a major impact on the overall drug spending growth rate after
2006.

The long-term outlook for prescription drugs contains factors that are expected to increase drug
spending growth as well as factors that are expected to constrain growth. The former include practice
patterns that involve prescribing existing drugs to a larger segment of the population and high-cost
specialty drugs designed to treat rare conditions.29
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#29> The latter include the
increased use of generic drugs—which should increase over the next few years as generics replace
certain blockbuster drugs whose patents will soon expire—and increased cost sharing in the form of
rising copayments and additional deductibles or both.30
<http://content.healthaffairs.org/cgi/content/full/hlthaff.25.w61/DC1#30> Our current projection calls
for these factors to mostly offset each other. As a result, we expect that drug spending growth will
remain in the range of 8.0-8.4 percent from 2007 to 2015.

Physician and clinical services. We project that growth in total physician spending will decelerate
from 9.0 percent in 2004 to 7.5 percent in 2005 (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.gif>). Both private and public spending growth rates are expected to decelerate—from 8.5 percent
in 2004 to 7.1 percent in 2005 and from 9.9 percent in 2004 to 8.2 percent in 2005, respectively. We
expect that private growth will rebound in 2006 to 7.8 percent and reach 8.3 percent by 2008,
following the pattern in total private spending during the rest of the projection period. The 2005
slowdown is driven by an expected decrease in the growth of physician services prices, from 4.0
percent in 2004 to 3.4 percent in 2005, as well as an expected decline in real per capita spending
growth, as the latter responds with a lag to the 2004 downturn in income. As discussed, the Medicare
physician spending projection assumes no change to the SGR system; consequently, beginning in
2006, our forecast is likely to understate actual future spending.

Long-term care. We project that nursing home spending growth will accelerate in 2005 to 5.6 percent,
from 4.3 percent in 2004 (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E




x2.gif>). Public spending drives the acceleration, with faster growth rates in both Medicare and
Medicaid. We project that Medicaid spending will grow faster than either Medicare or private
spending, averaging 7.0 percent per year during the projection period. By the end of the period, we
expect Medicaid to pay for nearly half of all nursing home spending, compared with less than 45
percent in 2004. We also expect that the effects of an aging population will be most evident in nursing
home spending by then, with a slight acceleration in public spending. Overall, we expect the one-year
growth rates in nursing home spending to increase from 6.1 percent in 2011 to 6.3 percent by 2015.
This contrasts with the slow deceleration in total personal health care spending over the same time
period.

Home health spending is projected to grow 13.2 percent in 2005 (Exhibit 2
<http://content.healthaffairs.org/content/vol0/issue2006/images/data/hlthaff.25.w61/DC1/Borger06_E
x2.gif>). This continued strong growth is driven by increases in public spending, which now
represents about three-fourths of home health spending and is projected to grow to more than 80
percent by 2015. Home health services, a relatively small percentage of total national health spending,
are projected to again exhibit the fastest rate of growth among all sectors in 2005.

Growth in Medicare home health spending is expected to slow to 15.3 percent in 2005, from 19.0
percent in 2004. Despite this moderation in growth, the 2005 forecast marks the fifth consecutive year
of double-digit increases. We expect growth to remain above 10 percent in 2006 and then to decelerate
and settle to an average growth of 6.9 percent for the remainder of the projection period. The growth
pattern in home health agency-based hospice care spending is a major driver of this deceleration. A
shift in enrollment from FFS to Medicare managed care programs will also drive this trend.
Nonetheless, Medicare is expected to remain a dominant payer for home health services.

Medicaid home health spending growth is expected to accelerate 2.4 percentage points in 2005, to
18.6 percent. We expect growth to decelerate in 2006 to 8.9 percent and then to average 10.7 percent
through 2015. Medicaid’s share of home health spending is expected to increase 10.9 percentage
points by 2015. This trend reflects a shift in care setting preferences by both beneficiaries and payers:
the movement away from institutional care toward home care.31
<http://content.healthaffairs.org/cgi/content/full/hithaff.25.w61/DC1#31> A return to normal
federal/state cost sharing following the 2004 expiration of an enhanced federal matching rate drives
the acceleration in the state and local share of Medicaid spending.

Finally, we expect private spending growth for home health care to accelerate to 4.2 percent in 2005,
from 2.4 percent in 2004. Among private payers, private health insurance is expected to continue to
constitute a higher share of spending than out-of-pocket payments and other private payers.

Concluding Comments

The relatively stable trends we expect through 2015 likely obscure dramatic changes to our health care
system during the next decade. With the advent of the prescription drug benefit in 2006 and the oldest
baby boomers enrolling during the next decade, Medicare is expanding quickly. The continued growth
of Medicaid spending makes this source of health care funding an increasingly important issue for
both the states and the federal government. Employers, meanwhile, are facing key decisions about the
level and types of benefits to offer their employees and retirees, given rising health care costs and
premiums. Private insurers continue to create new cost-sharing measures while also offering high-
deductible health plans, both of which could change the dynamic of who pays for health care. With the
continuing advancements in medical technology and treatments, the costs of and demand for health
care are expected to increase. Given this confluence of changes for both public and private payers and
our projection that health care spending growth will outpace the growth of the economy, we anticipate
that society will again need to confront the underlying questions about the supply of and demand for
health care services, as we anticipate that one in every five dollars will be devoted to this sector by



2015.
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